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Savitz: The Availability of Tax-Free Incorporation to the Cash Basis Taxp

COMMENTARIES
THE AVAILABILITY OF TAX-FREE INCORPORATION
CASH BASIS TAXPAYER*

TO THE

Section 3511 of the Internal Revenue Code exempts from recognition
gain or loss realized when property2 is transferred to a controlled corporadon a solely in exchange for its stock or securities. 4 Since the incorporator's
basis in the stock received generally equals the basis of the property transferred to the corporation, 5 section 351 postpones recognition of gain until
the stock is disposed of or the corporation is liquidated. Similarly, a bona
fide transfer of business-related liabilities to the corporation is a tax-free
transaction G unless section 357(c) 7 is triggered into operation.

Section 357 (c) requires recognition of gain by an incorporator immediately upon incorporation to the extent that the amount of his liabilities
assumed by the new corporation exceeds the adjusted basis of his transferred
assets. Although section 357 (c) was designed to prevent the use of section
EDrTOR's NOTE: This commentary received the University of Florida Law Review Alumni
Association Commentary Award as the outstanding commentary submitted during the summer 1973 quarter.
1.

INT. REv. CODE OF 1954, §351(a) provides in part: "No gain or loss shall be recognized

if property is transferred to a corporation... by one or more persons solely in exchange for
stock or securities in such corporation and immediately after the exchange such person or
persons are in control ...

of the corporation."

2. "Money" is within the §351(a) concept of "property transferred." George M. Holstein,
23 T.C. 923 (1955); Rev. Rul. 357, 1969-1 Cum. BULL. 101. For a discussion of the term
"property" as generally used in this section, see B. Brrram & J. EusnicE, FEDERAL INCOME
TAXATiON OF CORPORAnoNS AND SHAREHOLDERS 2f3.03 (abr. ed. 1971) [hereinafter cited as
BrrrKR &EusTicE].
3. INT. REv. CODE OF 1954, §368(c) defines "control" as ownership of stock possessing at
least 80% of the voting power of all voting stock and representing at least 80% of the
number of all shares of stock.
4. See BrrnanR & EusincE, supra note 2, 2f3.04 for a discussion of those items included in
the terms "stock or securities." Gain is recognized to the extent "other property or money"
is received by the transferor. INT. REv. CODE OF 1954, §351(b).
5. INT. R v. CODE OF 1954, §358.

6. Section 357(a) of the Code provides in part that, if pursuant to a §351 exchange, "another party to the exchange assumes a liability of the taxpayer, or acquires from the taxpayer
property subject to a liability, then such assumption or acquisition shall not be treated as
money or other property, and shall not prevent the exchange from being within the provisions of section 351 .... " But §357(b), sometimes labeled the "nasty purpose" rule, provides that after consideration of the nature of the liability transferred and the surrounding
circumstances, if the transfer was not for a bona fide business purpose or if it was motivated
primarily to avoid taxes, then the entire amount of the transferred liability will be recognized
as gain to the transferor. See Burke & Chisholm, Section 357: A Hidden Trap in Tax-Free
Incorporations,25 TAx L. REV. 211, 215-26 (1970).
7. Section 357(c) of the Code provides in part: "[I]f the sum of the amount of the
liabilities assumed, plus the amount of the liabilities to which the property is subject, exceeds
the total of the adjusted basis of the property.., then such excess shall be considered as a
gain .. "
[289]
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351 as a means of tax avoidance, 8 it has unexpectedly proved to be a trap
to incorporators of a business employing the cash method of accounting. Since
accounts receivable 9 of a cash basis taxpayer normally have a zero basis, 10
an "asset" is removed from the "asset" side of the section 357 (c) "balance
sheet." It is not unlikely, therefore, that liabilities assumed by the corporation will exceed the adjusted basis of transferred property." A strict applica2
tion of section 357 (c) will engender tax liability to the extent of the excess,'
despite the fact that such a result contradicts the tax-free incorporation doctrine. The bite of section 357 (c) is particularly painful to an incorporator
who has transferred all his property to the corporation and who has no
liquid assets remaining with which to satisfy an unanticipated tax deficiency. 3 This commentary will examine the rationale of section 357 (c) and
that section's past and future effect on the incorporation of cash basis partnerships and sole proprietorships.
THE TAX-FREE INCORPORATION DOCTRINE

Prior to the Revenue Act of 1921, a transferor recognized gain or loss
upon the conveyance of property to a corporation in exchange for its capital
stock.14 Cognizant that such a policy was detrimental to an expanding
8. See Bongiovanni v. Commissioner, 470 F.2d 921, 924 (2d Cir. 1972); Jewell v. United

States, 330 F.2d 761 (9th Cir. 1964).
9. It has been suggested that the Internal Revenue Service may attack the transfer of
receivables by a cash basis taxpayer to a corporation as a violation of the principle against
assignment of income. Since such an argument would be directly opposed to the clearly expressed legislative intent of §351, it is not likely that it would be successful. See Thomas W.
Briggs, 25 CCH Tax Ct. Mem. 350 (1956). See also BiTTKFR 8 EUSTnCE, supra note 2, 13.17;
Dunn, Income Tax Considerations in the Transition to a Professional Corporation, 6 AKRON
L. REV. 23, 28-29 (1973); Comment, Tax Treatment of Unrealized Receivables: Transfers
from an UnincorporatedBusiness to a Controlled Corporation,24 BAYLOR L. REv. 345 (1972).
10. P.A. Birren & Son, Inc. v. Commissioner, 116 F.2d 718, 720 (7th Cir. 1940); Ezo
Prods. Co., 37 T.C. 385, 393 (1961). If accounts receivable have been obtained by purchase
or bequest, they might not have a zero basis.
11. The more common reason for liabilities to exceed the adjusted basis of transferred
property is the mortgaging of property for an amount greater than its basis. Inflation in
value of business property and accelerated depreciation rates are examples of factors that
make this practice possible. See, e.g., Berl, Disposition of Property Mortgaged in Excess of
Basis, N.Y.U. 19TH INST. ON FED. TAX. 1033 (1961).
12. Section 357(c) gain must be characterized as ordinary income, long-term capital gain,
or short-term capital gain according to the nature of the transferred property and must be
allocated among the assets according to their relative fair market values. Treas. Reg. § 1.357-2
(1972); Rev. Rul. 302, 1960-2 CuM. BULL. 223. See generally Burke & Chisholm, supra note 6,
at 228.
13. The following cases demonstrate the amount of gain a transferor may be forced to
recognize if §357(c) applies: DeFelice v. Commissioner, 386 F.2d 704 (10th Cir. 1967) (a
recognized gain of $24,404); Testor v. Commissioner, 327 F.2d 788 (7th Cir. 1964) (a recognized gain of $193,447); George W. Wiebusch, 59 T.C. 777 (1973) (a recognized gain of
$61,222); Velma W. Alderman, 55 T.C. 662 (1971) (a recognized gain of $9,229); Peter Raich,
46 T.C. 604 (1966) (a recognized gain of $34,741). Professionals planning to incorporate
should carefully consider the tax ramifications of §357(c). See Dunn, supra note 9.
14. Revenue Act of 1918, ch. 18, §202(b), 40 Stat. 1060; Jefferson Livingston, 18 B.T.A.
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economy's need for more sophisticated forms of business arrangements, Congress included in the 1921 Act the substantively identical predecessor to
section 351.' s Its intent was to allow the owner of an on-going partnership
or sole proprietorship to incorporate his business without incurring a tax
liability. The theory was that the economic status of the business and its
owner remain essentially unchanged by incorporation even though the form
of the business is altered.'6 Any gain the owner would have recognized were
the incorporation to be treated as a taxable disposition 7 would therefore
better be postponed until such time as the owner sold his stock or securities. : 8
An incorporation must meet several prerequisites in order to qualify for
the benefits of section 351. First, the transferor must be in "control" of the
corporation after the transfer by owning at least 80 per cent of its outstanding stock.' 9 Second, the transferor must receive "stock or securities" of the
corporation in exchange for property transferred. Finally, the stock or
securities must be the only property the transferor receives; section 351 (b) 20
otherwise requires recognition of gain to the extent the transferor receives
"property or money" (boot) in addition to stock or securities. 21
The scheme of tax postponement inherent in this tax-free incorporation
doctrine is implemented by adjustments to basis as provided in section 358.22
That section requires the transferor to assume a "substituted basis" in the
stock or securities received in a section 351 exchange equal to the basis of
the property transferred. In addition, the transferor's basis is decreased by
the amount of "boot" acquired and increased by the amount of gain recognized on the exchange. 23 Assume, for example, the hypothetical of a taxpayer
1184 (1930).
15. Revenue Act of 1921, ch. 136, §202(c), 42 Stat. 230.
16. S. REP. No. 275, 67th Cong., Ist Sess. 11 (1921). "The underlying principle behind
all of the exchange and reorganization provisions of the present law is that they do not
result in tax exemption but that the tax is postponed." H.R. REP. 73d Cong., 2d Sess. (Dec.
4, 1933), as cited in J. SEIMAN, LEGISLATIVE HISTORY OF FEDERAL INCOmE TAx LAWS 19381861, 334 (1938). See also Portland Oil Co. v. Commissioner, 109 F.2d 479, 488 (1st Cir. 1940),
where the intent behind §351 was said to be "to save the taxpayer from an immediate
recognition of a gain, or to intermit the claim of a loss, in certain transactions where gain
or loss may have accrued in a constitutional sense, but where in a popular and economic
sense there has been a mere change in the form of ownership and the taxpayer has not
really 'cashed in' on the theoretical gain, or dosed out a losing venture."
17. Were it not for the non-recognition provisions of §351, the transfer of property in
exchange for stock would be a "sale or other disposition" upon which gain or loss is realized
in accordance with §1001(a) and upon which that gain or loss is recognized in accordance
with §1002.
18. See text following note 5 supra.
19. See note 3 supra.
20. See note 4 supra.
21. See generally Rabinovitz, Allocating Boot in Section 351 Exchanges, 24 TAX L. Rxv.
337 (1969).
22. INT. REv. CODE OF 1954, §358.
23. The transferor's basis is also increased by any amount he receives as a dividend.
INT. REV. CODE OF 1954, §358(a)(1)(B)(i). See Wolf v. Commissioner, 357 F.2d 483 (9th Cir.
1966).
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transferring property with an adjusted basis of $1,000 and a fairmarket value
of $3,000 to a new corporation in exchange for controlling stock and $500
cash. Although the taxpayer realizes a gain of $2,000, 24 under section 351
he recognizes gain only to the extent of boot, $500. In accordance with
section 358, the taxpayer's basis in the stock received is equal to the basis of
the property transferred (S1,000) less money received ($500) plus gain
recognized ($500), or $1,000. The taxpayer is therefore able to postpone
recognition of the remaining $1,500 realized gain until he disposes of the
25

stock.

CORPORATE ASSUMPTION OF LIABILITIES

After congressional adoption of the tax-free incorporation doctrine in
1921,26 the transfer of liabilities to a corporation was apparently accorded the
same non-recognition treatment as the transfer of other business property to
the new entity.27 In United States v. Hendler,2s however, the United States
Supreme Court ruled that the assumption by the new corporation of a transferor's debt generated recognizable gain to the extent of the liability. The
Court reasoned that corporate assumption of the transferor's debt was, in
effect, income to the transferor just as if he had received money with which
to reimburse his creditors personally, 29 and was thus to be treated as boot.
Incorporators attempting to avoid the effect of the Hendler decision were
forced to retain their business liabilities and sufficient assets to settle those
debts. Realizing that retention of assets and liabilities was neither common
business practice nor conducive to the policy behind section 351,30 Congress
annulled the Hendler decision by enacting the precursor of section 357 in
the 1939 Code. 31 Substantially identical to its 1989 version, section 357 (a)

24. Assuming the value of the stock received is equal to the fair market value of the
property transferred into the corporation, the transferor has an amount realized of $3,000,
an adjusted basis of $1,000, and, therefore, a realized gain of $2,000. INT. REv. CODE OF 1954,
§1001(a).
25. Assuming no appreciation in the fair market value of the transferred property following incorporation, the value of the transferor's stock would be equal to the value of the
inside assets of the corporation ($3,000) less the boot paid to the transferor ($500) or $2,500.
26. Revenue Act of 1921, ch. 136, §202(c), 42 Stat. 230.
27. See Surrey, Assumption of Indebtedness in Tax-Free Exchanges, 50 YALE L.J. 1 (1940).
28. 303 U.S. 564 (1938).
29. Id. at 566. See, e.g., Crane v. Commissioner, 331 U.S. 1 (1947) (purchaser's assumption
of mortgage is included in the vendor's amount realized); United States v. Kirby Lumber
Co., 284 U.S. 1 (1931) (creditor's discharge of obligation is income to the debtor).
30. "[I]t is not customary to liquidate the liabilities of the business and such liabilities
are almost invariably assumed by the corporation which continues the business." H.R. REP.
No. 855, 76th Cong., 1st Sess. 19 (1939). See also S. REP. No. 275, 67th Cong., 1st Sess. II
(1921).
31. Int. Rev. Code of 1939, §112(k), 53 Stat. 870 (now INT. REv. CODE OF 1954, §357(a)).
The section was also enacted to allay fears that Hendler would cause a loss of revenue to the
Government. Since gain recognized by the transferor increases the basis of the property
transferred to the corporation, the corporation is able to increase depreciation deductions
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provides that in a section 351 exchange32 the assumption of a liability by the
corporation or its acquisition of property subject to a liability will no longer
be treated as boot within the meaning of section 351 (b) .3 Nevertheless, if it
appears that the transfer of the liability was made with a tax avoidance
motive or was not pursuant to a bona fide business purpose, the "nasty purpose" rule of section 357 (b) regards the amount of the liability assumed
as boot received by the transferor on the exchange. 34
Consistent with the purposes of section 351, the transferor's gain realized
from the corporation's assumption of a liability is postponed by adjustments
to basis under section 358 (d) .35 For example, if property with an adjusted
basis of $1,000 and a fair market value of $3,000 is mortgaged for $600 and
transferred under section 351, the transferor would recognize no immediate
gain. Instead, his basis in the stock received is adjusted to equal the basis of
the property transferred ($1,000) less the amount of the assumed liability
($600), or $400. If the stock were subsequently sold for $2,400 the transferor
would recognize the entire realized gain of $2,000 from the original transfer
of the property.
Prior to 1954 most incorporations involving corporate assumption of
debts under the 1939 predecessor of section 357 (a) were fully within the
tax postponement policy of section 351. When the transferred liabilities
exceeded the basis of transferred property, the avoidance of recognition of
gain was made possible by the requirement for reduction in the basis of stock
received and the general prohibition against negative basis. The difficulty is
best exemplified with regard to the hypothetical transferor discussed above.36
Had he mortgaged his property for $2,000 instead of $600, the mortgagor
would have received $2,000 in cash and a liability of the same amount 7 If
he then transferred the property and the liability to a new corporation, he
would have realized a gain of $2,000. In accordance with section 351, the

and hence pay less taxes. See BrrmR & EusrcE, supra note 2, 13.07. See also Helvering v.
Taylor, 128 F.2d 885 (2d Cir. 1942). In exchanges other than those within the scope of
§§351, 361, 371, and 374, Hendler may still be operative. See Kahn, Recent Weaver Case
Points Up Hazards in Assuming Debt in Corporate Reorganizations, 11 J. TAXATION 275

(1959).
32. Section 357 also applies to certain specific reorganizations. See. INT. REv. CODE

OF

1954, §§561, 371, 374.
33. For examples of the kinds of liabilities envisioned by §357, see BrrrKER & EusricE,
supra note 2, at 3-25.
34. See note 4 supra. Section 351(b) provides for recognition of gain up to the amount
of boot received by the transferor. See, e.g., Dryborough v. Commissioner, 376 F.2d 350 (6th
Cir. 1967); Thompson v. Campbell, 353 F.2d 787 (5th Cir. 1965); Campbell v. Wheeler, 342
F.2d 837 (5th Cir. 1965); Rogers v. Commissioner, 281 F.2d 233 (4th Cir. 1960); W.H.B.
Simpson, 43 T.C. 900 (1965).
35. Section 358(d) of the Code directs that transferred liabilities be treated as money
received by the incorporator for the purposes of adjusting the basis of the capital stock.
36. See text accompanying notes 23, 24 supra.
37. The transferor's basis in the property would not be changed by the mortgage-it

would remain the same ($1,000). See Woodsam Associates, Inc. v. Commissioner, 198 F .d
357 (2d Cir. 1952).
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transferor would postpone recognition of $1,000 of the gain under section
357 (a). In contravention of the rationale of section 351, 38 however, the transferor would completely avoid, rather than postpone, recognition of the remaining $1,000 gain.3 9 Under the general rule of section 357(a), no gain is
recognized immediately; under section 358 (d), the 51,000 basis is reduced
by the amount of the liability assumed. Since only $1,000 of the $2,000
liability is exhausted by basis reduction, only that amount is recognized on
later sale of the stock. The other $1,000 realized is tax-free gain to the trans40
feror.
Prior to section 357 (c) courts reacted to this excess liability problem in
a variety of ways, the most common of which was to postpone recognition
of gain by reducing stock basis to zero and allowing the remainder of realized
gain to escape unrecognized. 41 In Easson v. Commissioner 2 however, the
principle of a negative basis was adopted to prevent avoidance of tax on
the excess liability. In order to maintain liquidity in an expected recession,
the taxpayer had mortgaged his business property for $247,000. Since the
property had an adjusted basis of $87,000 and was valued at $320,000, Easson
had realized a gain of $233,000 upon incorporation of the business. Reduction of basis in accordance with section 358 (d) postponed recognition of
$87,000 gain. To prevent Easson's tax-free retention of the $160,000 excess
of mortgage over basis, the court suggested that his basis be further reduced
to minus $160,000. The negative basis postponed recognition of the entire
$233,000 gain until Easson sold his stock. 43 Although the negative basis concept appears arithmetically sound, Easson has been the only case to approve
its use.The fear that substantial accumulations of unrecognized gain could be
acquired by mortgaging property in excess of basis and the conflicting de-

38. See text accompanying notes 15-17 supra.
39. This assumes the transferor was not motivated by tax avoidance purposes. See, e.g.,
Eck v. United States, CCH 1970 STAND. FED. TAX REP., U.S. Tax Cas. (70-2, at 84,109), f9465
(D.N.D. March 10, 1969); Velma W. Alderman, 55 T.C. 662 (1971).
40. While it is arguable that the practice is a tax avoidance scheme within the scope of
§357(b), the Internal Revenue Service has not been successful with such a theory. See Bryan
v. Commissioner, 281 F.2d 238 (4th Cir. 1960); Estate of John G. Stoll, 88 T.C. 223 (1962).
See also Hertz, Getting Property Into and Out of the Corporation, N.Y.U. 21sr INsT. ON
FFD. TAX. 347 (1963).
41. See, e.g., Woodsam Associates, Inc. v. Commissioner, 198 F.2d 357 (2d Cir. 1952),
where the taxpayer was not taxed on $130,000 obtained by mortgaging for $400,000 property
with an adjusted basis of $270,000 and transferring both the property and the debt to a new
corporation.
42. 294 F.2d 653 (9th Cir. 1961).
43. See text following note 5 supra.
44. See also Parker v. Delaney, 186 F.2d 455 (1st Cir. 1950) (concurring opinion). Although it has been suggested that the negative basis theory would solve any problems with
§357 transfers of liabilities, see Cooper, Negative Basis, 75 HARv. L. REv. 1352 (1962), one
commentator has predicted that the concept would create complications with regard to accounting for depreciable property. See Schlesinger, Negative Basis, Recognized in Easson as
Possible, Will Arise Only Rarely, 16 J. TAXATION 212 (1962).
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cisions on how such transactions were to be treated, prompted Congress to
enact section 357 (c) in the 1954 Code. 45 The new subsection, with no predecessor in prior codes, specifically provides that if, in the course of a section
351 exchange,40 the amount of the assumed liabilities exceeds the total adjusted basis of property transferred, the excess will be recognized as gain
immediately. Section 357 (c) thus makes avoidance of income tax liability on
a section 351 exchange a "moot question." 47
SECrION

357 (c)

AND THE CAsH

BAsis TAxPAYER

If section 357 (c) were applied literally to the section 351 incorporation
of an on-going business using the cash basis method of accounting, the transferor might unexpectedly find himself saddled with a tax liability.48 A cash
basis taxpayer realizes income and acquires expenses at the time cash or its
equivalent changes hands.49 Therefore, even if goods are sold or services performed and accounts receivable are credited, the cash basis taxpayer does
not realize income until the receivable is actually paid. Similarly, accounts
payable do not become expenses until they are discharged.
Since accounts receivable have no tax cost until they are paid, accounts
receivable of a cash basis taxpayer are normally held to have a zero basis. 51
Consequently, an incorporator may operate his business with accounts receivable in excess of liabilities and yet still be subject to tax on a section 351
incorporation. For example, assume a hypothetical taxpayer operates his
business on the cash method and has property with a fair market value and
an adjusted basis of $1,000, accounts receivable of $3,000, and accounts payable of $2,000. The book value of his business is $2,000. Considering the zero
basis of accounts receivable and pursuant to a literal interpretation of section
357 (c), however, the amount of the liabilities ($2,000) exceeds the adjusted
basis of the business properties ($1,000 + 0). If the taxpayer incorporates
the business, he will be taxed on $1,000 even though accounts receivable
exceed liabilities.
Neither the legislative history of section 357 (c) nor subsequent amendments to the 1954 Code reveal the intent of Congress on the application of
that section to a cash basis incorporator. 52 Nevertheless, the Tax Court and

45. See Lurie, Mortgagor's Gain on Mortgaging Property for More Than Cost Without
PersonalLiability, 6 TAx L. REv. 319, 324 (1951).
46. Section 357(c) also applies to those reorganizations listed in INT. REV. CODE OF 1954,
§§361, 371, 374.
47. See Burke & Chisholm, supra note 6, at 224.
48. See Note, Section 357(c) and the Cash Basis Taxpayer, 115 U. PA. L. REv. 1154 (1967).
49. See generally 2 J. MERTENS, FEDERAL INCOME TAXATION §§12.38-.59 (rev. ed. 1971);
Krane, Income of the Cash Basis Taxpayer,46 TAXES 845 (1968).
50. On the other hand, an accrual method taxpayer realizes income when accounts receivable become due and accrues expenses when liabilities are incurred.
51. PA. Birren & Son, Inc. v. Commissioner, 116 F.2d 718, 720 (7th Cir. 1940); Ezo Prods.
Co., 37 T.C. 385, 393 (1961). See note 9 supra.
52. H.R. REP. No. 1337, 83d Cong., 2d Sess. A-129 (1954); S.REP. No. 1622, 83d Cong.,
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the Commissioner have made it clear that section 357 (c) will be applied
literally,53 even though "the result reached may conflict with the well established intent of Congress to foster tax-free business reorganizations. "5 4 In
Peter Raich5 a cash taxpayer had incorporated a sole proprietorship with
assets of $88,000 and liabilities of $45,000. Since the assets were partially
comprised of accounts receivable of $77,000, the adjusted basis of the property transferred to the corporation was only $11,000. Rejecting the taxpayer's
argument that he had received no economic benefit and hence should not be
taxed, the Tax Court held that Raich had, under section 357 (c), a recognizable gain of $35,000. Subsequent Tax Court cases with similar facts have
also been decided in favor of the Government in memorandum decisions
citing Raich as established law. 56
Recently, however, in Bongiovanni v. Commissioner,57 the United States
Second Circuit Court of Appeals rejected the Raich interpretation of section
357 (c). Bongiovanni, like Raich, incorporated his cash basis proprietorship
in accordance with the requirements of section 351. Even though Bongiovanni's receivables exceeded his liabilities, the Tax Court ruled that Bongiovanni had to recognize gain to the extent of the excess of liabilities over
the aggregate of the basis of the transferred assets and the zero basis receivables.5 8 The Second Circuit reversed the Tax Court and held that no gain
was to be recognized.5 9
The Bongiovanni court, emphasizing the congressional intent behind
section 351 to allow tax-free incorporations, refused to apply section 357 (c)
literally. 6° Noting that the purpose of section 357 (c) is "to prevent a taxpayer's acquiring a permanently tax-free gain," the court recognized that no
such gain could be accomplished by the transfer of Bongiovanni's accounts
payable. 61 The court ruled that the payables of a cash basis taxpayer, although
admittedly liabilities in a strict sense, are not the kinds of "tax" liabilities
envisioned by section 357 (c) .62 In reaching this conclusion, the court stressed
the inequity of labeling payables "liabilities" for the purposes of section
357 (c) and yet not allowing Bongiovanni a deduction from gross income for
the business expenses represented by the payables. 63 The court reasoned that

2d Sess. 270 (1954).
53. Peter Raich, 46 T.C. 604 (1966); Rev. Rul. 442, 1969-2 CuM. BULL. 53.
54. Peter Raich, 46 T.C. 604, 611 (1966).
55. Id.
56. See, e.g., John G. Parsons, 31 CCH Tax Ct. Mem. 290 (1972); Robert L. McCoy, 30
CCH Tax Ct. Mem. 146 (1971); John P. Bongiovanni, 30 CCH Tax Ct. Mem. 1124 (1971).
57. 470 F.2d 921 (2d Cir. 1972).
58. John P. Bongiovanni, 30 CCH Tax Ct. Mem. 1124 (1971).
59. 470 F.2d at 924 (2d Cir. 1972).
60. Id.
61. Id.
62. "The payables of a cash basis taxpayer are 'liabilities' for accounting purposes but
should not be considered 'liabilities' for tax purposes under Section 357(c) until they are
paid." Id.
63. "Appellant is denied a deduction for his uncollected liabilities since he was on the
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the mere choice of a particular method of accounting should not be "determinative of the tax benefits and disadvantages" of a taxpayer.Although the unfairness to a cash method incorporator resulting from a
literal interpretation of section 357 (c) appears to be derived solely from the
nature of accounts receivable, accounts payable are actually the source of
the dilemma. As the Bongiovanni court noted, section 357 (c) is a trap to a
cash method taxpayer when accounts payable are incorrectly treated as liabilities. Even if a cash basis incorporator has no accounts receivable, his accounts
payable should not be dealt with as liabilities either for the purposes of
recognizing gain under section 357 (c) or for the purposes of adjusting the
basis of stock under section 358 (d).
Since section 357 (c) was enacted to prevent a taxpayer from acquiring
tax-free gain, 65 the kinds of liabilities envisioned by section 357 (c) are those
from which a transferor has obtained a personal economic benefit. For
example, if an incorporator mortgages appreciated property for an amount
greater than its basis, retains the cash thereby extracted, and transfers the
liability with the property to the corporation, gain must be recognized under
section 357 (c), and the basis of stock received must be adjusted under section
358 (d). Likewise, if a transferor purchases equipment with a note payable
and transfers the liability pursuant to a section 351 incorporation but keeps
the equipment, this note must be included as a liability under sections 357 (c)
and 358 (d). On the other hand, accounts payable of a cash method taxpayer
generally create no personal economic benefit to the transferor because they
are normally comprised of business expenses. Therefore, they should not be
included as liabilities within the scope of sections 357(c) and 358(d).
In applying the Bongiovanni decision care must be taken to insure that
only "expense generating" payables are exempted from the provisions of
section 357 (c). Regardless of a taxpayer's method of accounting, liabilities
of the following types, which provide economic benefit to a transferor, must
be included as liabilities under sections 357 (c) and 358 (d) in order to
prevent avoidance of gain: (1) accounts payable previously treated as deductions from gross income;6 6 (2) liabilities giving rise to a cost basis in an asset;
(3) liabilities giving rise to a personal economic benefit to the transferor.
Therefore, only those liabilities of a cash basis taxpayer that would have
been deductible from gross income as business expenses were the taxpayer
on the accrual method should be given the Bongiovanni non-inclusion status.
Generally, the accounts payable of a cash method transferor are the requisite
kind of liabilities-unless those payables were incurred in the acquisition of
a business asset and a cost basis was created in that asset.

cash basis but those liabilities are recognized as gain under the Commissioner's strict reading
of Section 357(c)." Id. at 925.
64. Id. at 924.
65. See text accompanying note 8 supra.
66. This category includes the accounts payable of an accrual method taxpayer for which
he has had the economic benefit of a deduction.
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A comparison of the effect of a section 351 transfer of accounts payable
on an accrual method taxpayer with the effect on a cash basis taxpayer
demonstrates that the cash basis transferor realizes no economic benefit on
the exchange and therefore should not fall prey to the provisions of section
357(c). In addition, such a comparison shows that the cash basis taxpayer is
actually disadvantageously affected by a literal interpretation of section
357 (c). The disadvantage to a cash basis incorporator results from his inability to deduct accounts payable as business expenses, since those liabilities will
be transferred prior to being paid. 67 For an accrual method taxpayer, on the
other hand, accounts payable become business expenses at the time they are
incurred s and therefore are deductible by the transferor. For example,
assume the hypothetical of two taxpayers, A and C, whose sole proprietor.
ships are identical prior to incorporation except that A is on the accrual
method and C uses the cash method. Each business has equipment with a
basis and a fair market value of $1,000, accounts receivable of $10,000, and
accounts payable of $3,000. When A and C incorporate, each has an amount
realized equal to the value of the stock received ($8,000) plus the amount
of the liability assumed ($3,000),69 or $11,000. Since A is taxed on accounts
receivable at the time they accrue, his total adjusted basis is equal to the
sum of the basis of the equipment ($1,000) and the basis of the receivables
($10,000), or $11,000. Therefore, A has no realized gain on a section 351
transfer, since his amount realized ($11,000) is equal to his adjusted basis
($11,000). Under section 357(c) A recognizes no gain at the time of incorporation, since liabilities do not exceed receivables. Similarly, A recognizes
no gain if he subsequently sells his stock for $8,000, since his basis in the
stock is $8,000.70 Therefore, A has $10,000 of receivables included in his
gross income less a reduction for $3,000 of payables as business expenses.
The net taxable gain to A is $7,000.
Because accounts receivable of a cash basis taxpayer have a zero basis, C
has a total adjusted basis equal to the sum of the equipment's basis ($1,000)
and the basis of receivables (0), or $1,000. Subsequent to a section 351 incorporation, C realizes a gain equal to the difference between the amount
realized ($11,000) and the adjusted basis ($1,000), or $10,000. Under a strict
application of section 357 (c), C recognizes $2,000 of that gain, since his
liabilities ($3,000) exceed the basis of transferred assets ($1,000) to that
extent. When C disposes of his stock for $8,000, he recognizes an $8,000
gain. 7'1 C will therefore be taxed on $10,000 under the Raich interpretation

67. See text accompanying note 50 supra.
68. See note 50 supra.
69. See Crane v. Commissioner, 331 U.S. 1 (1947).
70. Under §358, the basis of the stock received by A is equal to the basis of the property
transferred ($11,000) less the amount of the liability assumed ($3,000), or $8,000.
71. Under §358, the basis of the stock received by C is equal to the basis of the property
transferred ($1,000) less the amount of the liability assumed ($3,000) plus the amount of
gain recognized ($2,000), or zero.
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of section 357 (c). C's unfortunate selection of the cash method of accounting
causes his net taxable gain to exceed that of A by $3,000.
Under the Bongiovanni interpretation of section 357 (c), however, A and
C are accorded equal tax treatment. Since the court ruled that accounts
payable are not liabilities within the meaning of section 357 (c), C will
recognize no gain on a section 351 transfer. When C sells his stock for $8,000
he will recognize a $7,000 gain72-the same amount of gain recognized by
A.73 In addition to according equal benefits to incorporators regardless of
their accounting method, the Bongiovanni decision is consistent with the
intent of section 351 and yet not violative of the purpose of section 357 (c).
The cash basis taxpayer is allowed to incorporate an on-going business without an immediate tax effect but is not permitted to avoid recognition of
realized gain.
CONCLUSION

Although the Internal Revenue Service has not yet indicated its position
on the Bongiovanni ruling, it is doubtful that the Commissioner's primary
argument-literal interpretation of section 357 (c) -will be persuasive in

future cases.74 As the Bongiovanni court noted,75 compliance with statutory
language without conforming to the basic intent can lead to "absurd or
futile results." The fact that legislative history is devoid of comment on
section 357 (c) has done little to clarify its scope.76 Nevertheless, when the
section is evaluated in light of the fear, prior to 1954, that tax avoidance
could easily be accomplished through mortgaging in excess of basis, it is clear
that section 357 (c) was intended only to hinder the acquisition of tax-free
cash or its equivalent as a result of the assumption by the corporation of
liabilities in excess of the transferor's basis. The Bongiovanni decision is
consistent with this interpretation of section 357 (c). Since no gain is being
avoided by the transfer of "expense generating" payables, there is no need

72. Under §358, the basis of the stock received by C is equal to the basis of the property
transferred ($1,000). Accounts payable of a cash method taxpayer generally should not be
considered 'liabilities" for the purposes of §358(d). See 7 CCH 1973 STAND. FED. TAx REP.
ff8216 (Rewrite Bulletin).
78. It is unclear whether the corporation is entitled to deduct accounts payable transferred
by a cash basis incorporator. Although the Bongiovanni court apparently indicated that the
corporation would be entitled to the deduction, 470 F.2d at 925, one commentator admits that
the issue is unsettled and advises against transferring payables. See Dunn, supra note 9, at
88-85. If the cash method transferor is not taxed under §357(c) and the corporation is allowed a deduction, it is arguable that the transferor is given an added benefit not given to
his accrual counterpart. Although the transferred basis provisions of §362 seemingly are a
penalty to the corporation that is justifiably lightened by the allowance of a deduction, the
statutory scheme appears to support requiring the corporation to assume a transferred basis
without the benefit of a deduction.
(1978).
74. But see Wilford E. Thatcher, 61 T.C.
75. 470 F.2d at 924.
76. See text accompanying note 52 supra,
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